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(1)	in general.—Section 72 of the 1986 Code (relating to
annuities; certain proceeds of endowment and life insurance
contracts) is amended by redesignating subsection (v) as subsec-
tion (w) and by inserting after subsection (u) the following new
subsection:
"(v) 10-PERCENT additional tax for taxable distributions
from modified endowment contracts.—
"(1) imposition of additional tax.—If any taxpayer receives
any amount under a modified endowment contract (as defined
in section 7702A), the taxpayer's tax under this chapter for the
taxable year in which such amount is received shall be in-
creased by an amount equal to 10 percent of the portion of such
amount which is includible in gross income.
"(2) subsection not to apply to certain distributions.—
Paragraph (1) shall not apply to any distribution—
"(A) made on or after the date on which the taxpayer
attains age 59 Va,
"(B) which is attributable to the taxpayer's becoming
disabled (within the meaning of subsection (m)(7)), or
"(C) which is part of a series of substantially equal peri-
odic payments (not less frequently than annually) made for
the life (or life expectancy) of the taxpayer or the joint lives
(or joint life expectancies) of such taxpayer and his bene-
ficiary."
(2)	technical amendment.—Subparagraph (C)  of section
26(b)(2) of the 1986 Code is amended by striking out "or (q)" and
inserting in lieu thereof "(q), or (v)".
(c) modified endowment contract defined.—
(1) in general.—Chapter 79 of the 1986 Code is amended by
inserting after section 7702 the following new section:
"SEC. 7702A. MODIFIED ENDOWMENT CONTRACT DEFINED.
"(a) general rule.-—For purposes of section 72, the term 'modi-
fied endowment contract' means any contract meeting the require-
ments of section 7702—
"(Dwhich-
"(A) is entered into on or after June 21,1988, and
"(B) fails to meet the 7-pay test of subsection (b), or
"(2) which is received in exchange for a contract described in
paragraph (1).
"(b) 7-PAY test.—For purposes of subsection (a), a contract fails to
meet the 7-pay test of this subsection if the accumulated amount
paid under the contract at any time during the 1st 7 contract years
exceeds the sum of the net level premiums which would have been
paid on or before such time if the contract provided for paid-up
future benefits after the payment of 7 level annual premiums,
"(c) computational rules.—
"(1) in general.—Except as provided in this subsection, the
determination under subsection (b) of the 7 level annual pre-
miums shall be made—
"(A) as of the time the contract is issued, and
"(B) by applying the rules of section 7702(bX2) and of
section 7702(e) (other than paragraph (2)(C) thereof), except
that the death benefit provided for the 1st contract year
shall be deemed to be provided until the maturity date
without regard to any scheduled reduction after the 1st 7
contract years.

